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In the Oct. 18 issue of the NEW YORK TIMES, Leonard Silk asks, "Is the world economy beginning
to fall apart?" Last week, the Dow Jones industrial average dropped a total of 235.48 points, or 9.49%,
in what was described as a reaction to a report that the US trade deficit is getting bigger instead
of better. Then, on Monday, Oct. 19, stock markets world-wide tottered as the Dow Jones dropped
more than 500 points, or 22%, surpassing by far the percentage decline that triggered the 1930s
depression.
According to Geoffrey Bell, an international investment adviser, "Up to now, so many investors
and the administration have been living in what can only be described as a fool's paradise...This
was based on hopes that the trade deficit would soon begin to show modest but significant
improvement, and this would keep money flowing to the United States." The US trade deficit for
August of $15.7 billion, or $188 billion at an annual rate, finally put such hopes to rest. The prospect
of a trade imbalance well above last year's $160 billion raised anxieties that Congress would most
certainly pass a protectionist trade bill, thus intensifying world inflationary pressures.
In addition to its huge trade deficit, the US has become the world's largest debtor nation with a net
debt approaching $1 trillion. This debt will require annual debt service of $40 to $50 billion. The
trade outlook brought the dollar under heavy selling pressure from private traders pressure that
the Federal Reserve and foreign central banks sought to contain by buying dollars. These actions
pushed interest rates up, as the markets and banks anticipated that a falling dollar would heighten
inflationary forces in the US. Rising interest rates are anathema in both the stock and bond markets,
since capital values tend to drop as rates rise. The bond market, less noticed by the general public,
also plunged with the yield on the 30-year Treasury bond, a bell-weather for other bonds, landing
above 10%.
Higher interest rates mean the prospect of stagnant or declining consumer spending, and business
is worried about a recession in 1988. The interest rate increase brought a reminder that the third
world debt crisis is far from "resolved." Rising interest rates have further jeopardized the ability of
Latin American and other third world debtors to pay their bills, thereby threatening the liquidity of
some big US banks. Treasury Secretary James Baker held a White House news conference to offer
official reassurance. He said the federal budget deficit was improving; at a little over $150 billion this
year it would be $70 billion smaller than the 1986 record of $221 billion.
And the trade deficit, he said, was also improving in volume terms, if not in current dollars.
[Independent economic analysts both in the US and abroad argue that the federal deficit must be
reduced by $30 to $40 billion per year for the next two or three years in order to make a difference in
international interest rates.] Baker added, however, that the US was not receiving the cooperation
it had counted on from West Germany. He charged that four increases in an important interest rate
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since July had violated "the spirit of our recent conversations." He seemed to be warning that the
dollar may have to decline further, presumably hurting other country's exports.
US efforts to stabilize the dollar without accepting the trade deficit as irreparable, and without
thrusting the economy into recession, depends on the cooperation of the other major industrial
countries in holding their interest rates down and accelerating growth. In the last three months,
while the US federal funds rate (which banks charge one another for short-term loans) has gone
up 1.1%, the Japanese rate has gone up on 0.1 point and the West German rate has risen a full
percentage point.
The German economy continues to languish, with unemployment at nearly 9%. German officials
insist that "the markets" are lifting rates and, besides, government and central-bank policy must
be aimed at nipping incipient inflation in the bud. The problems of the US, they insist, are of
its own making. Despite this year's drop in the budget deficit, their belief one that is shared by
many economists and investors is that little or no progress will be made in the coming two years,
because the underlying deficit is rising and Reagan refuses to accept tax increases or cuts in military
spending.

-- End --
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